Micro Finance 


Lecture Notes of Micro Finance with Dr. Majd Iskandrani (2018-2019) 


In micro finance we deal with or discuss about high-growth entrepreneurs. MFIs (Micro 
Finance Institutions) target start-up companies that range from small to medium in size. 

Purpose of MFIs: 

i) The providing of financial services to the poor and the very poor, particularly in rural 
areas, is the purpose of MFIs. Institutions for agricultural loans are a type of micro 
finance. 

ii) The degree and quality of access to financial services available to low income 
households and their small businesses is influenced by the quality of the legal and 
regulatory framework. 

a. This framework should be guided by the following core principles of good micro 
finance . 

i. To provide a level of playing field among participants in the provision of a 
range of financial services beyond credit and saving facilities. 

ii. To allow institutional transformation of non-traditional and non-regulated 
MFIs. 

iii. To promote and reward transparency in financial accounting and 
transaction reporting. 

iv. To foster the exchange and sharing of credit histories of borrowing clients. 

• The industry has grown exponentially in terms of both the number of clients as well as 
the number and the type of providers and their products. 

• The focus is no longer only on credit for investment in microenterprises. Today there is 
broad awareness that poor people have many and diverse financial service needs, which 
are typically met by a variety of providers through multiple financial services. 

• Over the years, this course has shifted from "micro credit" to "micro finance". 

• Best practice in micro finance is, responsible financing, defined as the delivery of retail 
financial services in transparent, inclusive and equitable fashion. 

• Recent media attention to the significant profit made through initial public offerings 
(IPOs) of micro finance banks have highlighted the need for transparent pricing and 
appropriate interest rates. 

Primary and private Public (underwriting with the help of banks) 
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• The well-documented and vast achievements of MFIs are increasingly coupled with 
recognition of its limitations, stated as follows; 

1. Limitations: 

a. Low amount of money 

b. They can't serve more than a certain number of customers. 

c. Bad debts are high. 

d. Against no collaterals. 

2. Achievements: 

a. Outreach: In many countries outreach remains a small percentage of the 
population, only 41% of adults in developing economies report having an 
account at a formal financial institution. 

b. Sustainability: Many micro finance operations continue to receive subsidies. 
Beyond direct micro finance operations, many other activities are important 
in the micro finance system, such as, training, product development, 
technical advice, etc. 

c. Impact: Recent research has found the impact of micro credit to be mixed 
and have shown that the increase in consumption and business investment 
does not always correlate with measures of poverty reduction. 

• Micro Finance Objectives: 

1. Focusing on clients is a welcome and necessary shift we need to understand 
consumer behaviour and how it influences the need for and use of financial 
services. 

2. Understanding how consumer behaviour translates into their need for financial 
services require understanding the uniqueness and heterogeneity of clients and 
how their life cycle events, geographic location, income levels and gender, 
influence their behaviour. 

• What types of financial services can MFIs provide? 

1. Payment Services 

2. Asset Protection 

3. Health Insurance 

4. Saving Services 
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• Finance: is the art and science of managing money. 

Capital Structure: DEBT + EQUITY 

DEBT: from banks or from Micro Finance Institutions (MFIs) 

• Micro Finance: 

It's a financial service institution that provides loans to unemployed or poor people 
who do not have access to other financing sources. 

• What is the main, ultimate , goal of micro finance ? 

It is to provide financial services/sources to poor and unemployed people in order 
to make them self-sufficient. 

• What are the main three events that led to the recognition of financial services for the 

poor? 

1. Shifting the focus from MFIs to clients, due to, Big Data and Research related to 
economy, finance, society and psychology. 

a. Understanding their behaviour 

b. The financial services need to be provided 

c. How to improve these services 

2. Shifting from the supply-led point of view to demand-led point of view 
(regulations + government). 

This means if there's a sufficient demand for MFIs, there should be one, rather than 
relying on supply. 

Financial Inclusion : is the pursuit at making the financial services available and 
affordable to all communities. 

3. New Business Model: 

A good example of new business models would be branchless banking through 
network of agents. 

• Focusing on Clients: 

Factors that need consideration when focusing on clients are as follow: 

a. Age 

b. Income 

c. Family Structure 

d. Geography 

e. Gender and Ethnicity 

• What is Financial Ecosystem? 

It focuses on how the supply of financial services work. Usually, institutions supply 
the services while individuals demand for them. 
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• How to meet the demand better? 

Factors to consider for meeting the demand in a better way are as follows: 

1. Trust between the institutions and clients. 

2. Potential clients (must be well-informed) 

• What are the main functions of the markets ? 

1. The core (transactions between suppliers and demanders); concerned with supply and 
demand transactions. 

2. Rules (formal and informal): 

a. Formal: Regulations, Institutional Policies 

b. Informal: Norms, Economic Culture 

3. Supporting function (provides information): provides the resources—mainly funds— 
information and services that shape the financial markets' behaviour and enables 
markets to grow to be more productive. 

The main supporting functions are as follow; 

a. Funding: via individuals and institutions such as banks, government and NGOs 
(e.g. Jordan River Foundation). 

b. Capacity Development: training employees for new skills. 

c. Information: must provide information about the various economics segments. 

d. Coordination: Market system should go beyond the limitations at the individual 
and institutional perspectives, in order to develop the market. 

e. Infrastructure: Market must provide platforms, information and facilities e.g. IT 
services. 

• One of the things that facilitate financial inclusion is the branchless banking . What is it? 

Agent Network (new business model that depends on technology) 

- Agents help clients that are not so familiar with the technology used and guide 
them through services provided by MFIs. 

While providing online banking services, a bank needs technology. Online Banking 
provides various services, some of which are as follows: 

1. Money Transfer 

2. Payment 

3. Customer Service 

4. Deposit 
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Chapter 3: The Role of Government and Industry in Financial Inclusion 

• What is the role of government and industry in promoting financial inclusion in banks 
and MFIs, where financial inclusion leads to economic development? 

Government is the Role Maker . 90% of the countries have the governance of the 
financial market system on their agenda. 

• Why the government is trying to control the financial markets? 

1. Consumer (client) protection. 

2. To enable the loans flow in the financial markets. 

• Since the government is not the direct provider of the financial service, what is the goal 
of the government ? 

To maintain the stability of the macroeconomic condition. A couple of 
macroeconomic factors are inflation and interest rate . 

• What are the barriers of financial inclusion ? 

1. Supply Side Barriers: 

a. Transaction costs (liquidity) 

b. Inability to track individual financial history 

c. Lack of knowledge in microcredit 

2. Demand Side Barriers: 

a. Accessibility of financial services 

b. Social and cultural limitations Recommend 

c. Financial literacy (financial knowledge) 

3. Regulatory Frameworks : Central Bank Parliament 

a. Rules and regulations 

• Who are the main participants in developing formal rules ? 



1. Parliament 

2. Government 


3. Regulators 

• What are the three types of infrastructure that government is supposed to provide ? 

1. Front-End Infrastructure : Directly in use by clients, e.g. ATMs and Client Access Point 
provided by banking system, and Retail Agents provided by micro finance. 

2. Back-End Infrastructure : as a client, you are using them indirectly, e.g. Automated 
Clearing Houses, Retail Payment Switches, Real-time Gross Settlement System. 

a. Automated Clearing Houses : is an intermediary between Buyers and Sellers of 
financial instruments responsible for setting trading, clearing trades, collecting 
margin money. (Clearing houses, based on type of market, could either be 
automated, floor based, or both at the same time. If it's a floor clearing house, 
there are brokers and dealers to do the intermediation.) 
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b. Real-time Gross Settlement System : is a centralized e-payment system that 
specializes in large value interbank fund transfers, e.g. SWIFT system. 

3. Non-Financial Infrastructure 

• What are the measures taken for Consumer Protection ? 

1. Required Reserve: firstly, need to have saving (i.e. savings accounts) or any other 
deposit. 

2. Financial Services: The government controls the way of providing financial services, 
by making it regulated, accessible, clear and easy to understand and utilizable. 

NOTE: Adverse selection which carries hidden information, leads to moral hazard which 
carries hidden action. 

• Government promotes financial services by controlling the interest rate levels. How does 
it affect the micro finance sector if it reduces the interest rate (on bank loans)? 

From a bank's perspective, decrease in interest rate on loans leads to increase the 
supply of loans by banks. This affects MFIs inversely, as the demand for loan shifts from 
MFIs to banks. 

• Methods of Providing Micro Finance: 

1. What type of financial services an MFI provides? 

a. Asset Protection 

b. Payment Services 

c. Health Insurance 

d. Saving Services 

2. What are the models used for providing micro finance services? 

a. Partner Agent Model: Based on a partnership between a micro finance 
service provider (such as, health insurance provider) and an agent. 

b. Full-Service Model: Micro finance service is fully provided by micro finance 
provider. 

c. Provider Driven Model: Based on the type of insurance ( Specialized ). 

• Building Financial Capability 

In the past, government was focusing on limiting the harmful credit products through 
controlling the interest rate levels and debt forgiveness. Today, it's shifting the focus 
towards the improving the clients' needs. 

1. Consumer must know their rights in order to execute them. 

2. Consumer must build relationship with the providers ( responsible finance ). 

3. Government must support the responsible finance. 

• Coordination 

Between the government, stakeholders and micro finance in order to provide a 
better financial service and to protect the clients/customers. 
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NOTE: Financial inclusion means cycle between demand and supply and including as 
many levels of society as possible in this cycle. 

• Main Players in Financial Markets 

1. Government (Net Demander) 

2. Community (households, Net Suppliers on average worldwide) 

3. Firms (Both Public and Private, Net Demanders) 


Figure 4.2 Stylized View of the Financial Market System 

MARKET FUNCTIONS 
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Communfly groups 
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Chapter 4: The Role of Donors in Financial Inclusion 

Figure 4.1 The Role of Donors in Financial Market System Development 


FINANCIAL MARKET SYSTEM 



OUTSIDE THE 
MARKET 
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Seeking to 
develop the 
market system 
as external 
catalyst 



Source: Adapted frcn Alan Gibson. The Scringf ield Centre. 

• The Role of Donors in Financial Inclusion : The main role of donors in financial inclusion 
is to provide funding in order to support market development. 

• Types of Donor : There are five main types of donors, as follows: 

1. Foundations : Privately owned funds. Private Donations 

2. Bilateral Donors : Publicly owned funds. Public Government Funding e.g. USAID 
(from the U.S.) and DFID (from the U.K.) 

3. Multilateral : Publicly owned, Multiple sources of funding, e.g. Government, Public 
Funds and Capital Markets. Such as, UN, the World Bank, IMF etc. 

4. Regional Banks : They are publicly owned, Bilateral Donors e.g. Asian Development 
Bank. Sources of fundings; 

a. Public funds 


b. Capital markets 

5. Development Finance Institutions : Publicly owned. The sources are. Bilateral, 
Public Funds and Capital Markets, e.g. International Finance Corporations. 

• What does "life cycle theory regarding need for financial services" by Modigliani say? 
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It simply says, that as a person grows up from teenage to mid-20s and mid-30s, 
develops the need for financial services than any other time of their life cycle. This need 
mainly arises due to factors as, educational goals, career needs, desire to start a family, 
kids' educational costs, etc. However, as the person ages—60s and 70s—he/she feels less 
inclined towards financial needs for obvious reasons. 

• Areas Where Funding is Needed 

1. Information : collecting and providing information about various market segments in 
order to be financed. 

Are Markets Efficient ? 

Information Asymmetry is when not all parties are informed at the same time 
about the firm conditions, so MFIs need donations to provide all the market segments 
with information. 

In order to solve information asymmetry, the following should be followed. 

a. By changing the regulations and disclosures requirements. 

b. Establishing agencies to provide data, such as follows; 

i. DFID (UK): Department for International Development, for African, East 
Asian, and West Indian regions. 

- Mass Immigration 

- Security 

- Medical Education 

ii. USAID (US): the same activities mentioned above for Asian, Middle 
Eastern and Latin American regions. 

• Donation Tools : 

1. Technical Assistance: providing information. 

2. Grants: conflict with donors' objectives, (long term) 

3. Guarantees: pay the default loans. 

4. Equity: donors become partners with MFIs. 

5. Loans to governments: World Bank loans. Development Bank Loans. 

• Roles of Donors in Financial Inclusion : 

1. DFID and USAID, both, fund the countries to access information and data. 

2. Capacity development: Donors have big role in capacity development and 
government imposes its rules and regulations in the financial markets. 

3. Incentives: Market incentivizes certain behaviours and actions after achieving 
certain targets. 

For example: incentives system in banking system can be; 

i. Positive; achieving banking sales target. 

ii. Negative; for micro finance sector 

Donors' role is to incentivize the MFIs by providing funds to poor people. 
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• How donors support financial inclusion? 

1. Act as a facilitator: (World Bank) e.g. for data and information. 

2. Fund the facilitators: because donors have ability to operate at the country level, 
they have the ability to provide financial services directly. 

• The above-mentioned role requires the following: 

1. Understand the market constraints and opportunities. 

2. Having the capacity to respond to the market need. 

• Markets are of two types; 

1. Developed Markets (Mature Markets): donors need to spend less efforts in terms 
of research about MFIs to be funded. 

2. Developing Markets (Frontier Markets): Donors need to spend more efforts in 
order to provide financial services. 

• Facilitators' objective is to provide funding according to the limit of the fund (i.e. exit 
strategy). This means that there is no long-term relationship with the market. 

• What is the difference between banks and MFIs (insurance companies)? 

1. Banks and banking sector: They are usually publicly (widely) held and have a wider 
range of operations, such as different fields of business, investment, insurance and 
currency. 

2. MFIs (such as. Insurance Company): They are privately (closely) held and are more 
specific. 

MID-TERM EXAM'S TILL HERE 

Chapter 8: Saving Services 

MFIs also provide saving services, but the savings are limited to low amounts as compared 
to other financial institutions. 

• What is the difference between Micro Finance and Micro Credit? 

Micro Finance specializes in serving poor people with obviously low income, 
whereas, Micro Credit specializes in small business. 

• Over the years, the demand for saving services has increased due to the expansion of 
micro finance services. 

• Access to saving services allows people (poor) to invest in their long run needs, such as, 
education, health and household. 

• Some benefits of sawing services from MFIs are as follows: 

1. Deposit more small and frequent amounts. 

2. Access to large sum of money in both short and the long run. 

In general, micro finance clients seek highly liquid asset (i.e. cash) due to higher potential 
emergencies and investment opportunities. 
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• Type of Saving Services: 

1. Community Saving Services: For households, that are the net suppliers of the 
savings. 

2. Institutions Saving Services: For large Institutions, that are the net demanders of 
the savings. 

• Products of Saving Services: 

1. Current Account: 

a. More on transactions than savings 

b. Provides the account holder with the ability to manage daily transactions 
(cashflow) and fund transfers. 

c. Fully liquid account (no limit of deposit or withdrawals) 

d. No interest paid to the account holder or the client/depositor (charging fees) 

2. Passbook Account: 

a. Characteristics: 

i) Semiliquid (restrictions on some transactions) 

ii) No minimum balance (providers of this service put many 
restrictions on some transactions and charge fees) 

iii) Limited transactions to reduce operating costs, such as, ATM costs. 
Mobile Banking. 

iv) Interest paid to the client 

b. Advantages: 

i) Liquid 

ii) High interest rates (on deposits) 

iii) Used for short-term savings 

3. Contractual Saving Account: 

a. Commitment 

b. Cannot withdraw before maturity day/date. 

c. At maturity, the client/depositor can withdraw the amount plus interest 
earned. 

d. Provides higher interest payments 

4. Time Deposit Account: 

a. One-time deposit (fixed amount) 

b. At maturity, the client/depositor can withdraw the full amount plus interest, 
or he/she can roll over for another term. 

5. Long-term Saving: 

a. For pension 

b. Amounts deposited monthly 
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6. Long-term Contractual Saving: 

a. Withdrawals occur at a specific time 

b. Clients receive higher interest rate 

• What is the difference between time deposit and contractual savings account? 

Clients can deposit in their contractual savings account anytime, before 
maturity, whereas, in time deposit account they can neither increase the deposit 
nor can they take back (withdraw), the deposited amount before maturity 
(duration is better to use). Withdrawal is possible but comes at a cost called 

penalty. 

Chapter 9: Credit Savings 

Credit offers the clients the ability to borrow money in exchange to interest and fees for 
a certain period of time. 

NOTE: MFIs ask for higher interest rates compared to normal banks, because they lend to riskier 
borrowers/clients. 

• Microfinance Credit Products: 

1. Working Capital Loans 

2. Emerging and Consumption Loans 

3. Leasing Products 

4. Housing Loans 

• What is the difference between Leasing and Loan Process, which one is better? 


• General Loan Structure Depends on: 

1. Client Demand 

2. Capabilities of the provider (banks & MFIs) 

3. Risk Management Requirements, e.g. Tier 1, Tier 2 and Tier 3 of Basel Accord. 

• Loan Structure in MFIs Depends on: 

1. Loan Size: Microcredit—$5 -$20,000—For housing loans, where the loan size can 
vary depending on the needs. 

2. Loan Terms: Length of time the loan is intended to be outstanding. Ranges from 3 
months to 1 year. For Housing Loans, it could stretch to 3 years. 

3. Repayment Terms: Periodic instalments, i.e. Loan + Interest. 

4. Lending Methodologies: A loan of $10,000 is lent in instalments on either weekly, 
biweekly or monthly bases according to the following schedule. 

i) Stage 1: $3,000 to start-up. 
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ii) Stage 2: $4,000 to operate. 

iii) Stage 3: $3,000 to expand. 

5. Microfinance Lending Methodologies: 

a. Group Lending: 

i) Grameen: Has 30 members distributed in 5 subgroups, i.e. 6 
members per group. 

ii) Solidarity Groups: Each group has 3 to 10 members. 

iii) Village Bank: 15-50 members—for one loan only. The number of 
members depends on the size of loan. 

Advantages of Group Lending: From MFI's point of view 

- Reduces the transaction costs for the provider (i.e. MFIs). Transaction 
cost is a proxy for liquidity, e.g. Bid-Ask Spread. 

Disadvantages of Group Lending: 

- Default risk members 

- Higher transaction cost to clients 

- Limited offering 

- Lack of privacy 

b. Individual lending: Providers must make upfront analysis of each client 
(more costly). The approval of individual loan terms depends on the 
following factors: 

i) Income: If the client has a credit history. 

Bank: (cash flow analysis) & (ratio analysis) 

ii) Age 

iii) Personal and Business Characteristics (gender, age, reputation, 
etc.) 

Bank uses other data to create history: 

Bill payments 
Rental Payments 
Phone bills 
Transaction data 

c. Islamic Lending: Islamic finance regulation prohibits lending money at fixed 
and predetermined rates of return on any financial transaction. Because of 
this, Islamic Loans are traded as equity and creditors are considered as 
partners . 
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Types of Islamic Finance: 

o Murabaha (^ol^oJI) 
o Mudarabah (^jUaJI) 
o Musharakah (aSjLlJI) 

• Collaterals & Guarantees: 

One of the most common substitutes to collaterals in microfinance is group 
guarantees. 

• Types of Guarantees: 

1. Implicit Guarantees: Group members are unable to access a loan if all members 
are not covering their loans. 

2. Actual Guarantees: All the group members are ready to pay if one of all members 
default. 

• Some Alternative forms of Collaterals: 

1. Compulsory Saving: Many providers require clients to hold a balance in saving as 
collateral for loans. The depositor is unable to withdraw this amount until all the 
payments are covered. 

2. Personal Guarantees: Friends and family members provide this type of guarantee 
as a collateral for a person's application of a loan. 

• Pricing the Loans: 

Banks deal with interest and fees at all times. When it comes to deposits, they realize 
them as expense plus interest expense. Whereas, in case of loans, they deal with them as 
revenues plus interest revenue (interest income). 

Lending in MFIs: 

1. Community Based Lending: Pricing of loans depend on Supply and Demand. 

2. Institutional Based Lending: Pricing of loans depend on clients' criteria, provisions 
and guarantees. 

• Variables that influence the effective interest rate on Microloans: 

1. Nominal Interest Rate 

2. Methods of Interest Rate 

a. Flat 

b. Declining 

3. Loan Term: The longer the term the lower the interest rate charged. 

4. Payment Frequency 

5. Loan Amounts 

6. Down Payment of Interest 

• Loan Products 
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1. Cashflow Management: It's the first and most common type of microloan that's 
provided to start up businesses or their expansion. Used to support investment 
productivity. Types are as follows: 

a. Consumption Loans 

b. Education Loans 

2. Risk Management Loans: 

a. Emergency Loans: To provide funds for unexpected events. 

b. Top-up Loans: To provide flexibility to working capital loans. 

3. Asset Building and Productive Investment Loans: To finance fixed assets. 
Determinants of this type are as follows: 

a. Debt Financing 

b. Cash Flows 

4. Leasing 

5. Housing Loans: Mainly to finance houses/real estates. Housing loans have the 
highest of interest rates. 

• Methods to calculate the interest rate: 

1. Flat Interest Rate Method 

- This method calculates interest rate as a percentage of the initial loan amount 
rather than the outstanding amount (declining) during the loan term. 

- The flat rate method is sometimes preferred by providers for the sake of 
simplicity in calculation, because the interest payment is the same amount at 
each repayment period. 

- The interest amount using Flat Rate method is simply calculated as follows: 
Interest Amount = Interest Rate * Initial Amount of Loan. 

2. Declining Interest Rate/ Declining Balance Method 

It calculates interest as a percentage of the amount outstanding during the 
loan term. As the amount of principle declines with each periodic payment, the 
interest is calculated only on the remaining amount owed. 

Example: Fully amortize the loan over the period of next year using the following information. 
The provider charges 20% interest using the flat method on a loan amount of $1,000 with 
monthly payments. The loan matures in a year (i.e. 12 months) 

Solution: Interest Amount = Interest Rate * Principle Amount 

Interest Amount = 20% * $1,000 = $200 


Payment ( PMT ) — 


Loan Amount + Interest Amount 
Time Period 


$1000+ $200 
12 


= $100 


Principle — PMT — Interest Amount 

Outstanding Balance t = Outstanding Balance t _ 1 — Principle t 
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Loan Amortization - Flat Rate Method 


Principle 

$ 1,000 

Interest Rate 

20.00% 

Number of Periods 

12 

Monthly Interest Rate 

1.67% 

PMT 

$ 100 


Month 

PMT 

Principle 

Interest 

Amount 

Outstanding 

Balance 

0 

0 

0 

0 

$ 

1,000.00 

1 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

916.67 

2 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

833.33 

3 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

750.00 

4 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

666.67 

5 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

583.33 

6 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

500.00 

7 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

416.67 

8 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

333.33 

9 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

250.00 

10 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

166.67 

11 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

83.33 

12 

$ 

100 

$ 

83.33 

$ 

16.67 

$ 

- 


Example: Fully amortize the loan over the period of next year using the following information. 
The provider charges 20% interest using the declining balance method on a loan amount of 
$1,000 with monthly payments. The loan matures in a year (i.e. 12 months) 


Solution: 


PMT = 


Principle 


* r = 


$ 1,000 


16.67% = 


$ 1,000 


* 0.01667 = $92,635 


(1 + r) n (1 + 16.67%) 12 (1 + 0.01667) 12 

Monthly Interest Amount = Outstanding Balance * Monthly Interest rate 
Principle Payment ( PPMT ) = PMT — Monthly Interest Amount 
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Loan Amortization - Declining Balance Method 


Principle 

$ 1,000.00 

Interest Rate 

20.00% 

Number of Periods 

12 

Monthly Interest Rate 

1.67% 

PMT 

$ 92.635 


Month 

PMT 

Principle 

Interest 

Amount 

Outstanding 

Balance 

0 

0 

0 

0 

$ 

1,000.00 

1 

$ 

92.635 

$ 

75.97 

$ 

16.67 

$ 

924.03 

2 

$ 

92.635 

$ 

77.23 

$ 

15.40 

$ 

846.80 

3 

$ 

92.635 

$ 

78.52 

$ 

14.11 

$ 

768.28 

4 

$ 

92.635 

$ 

79.83 

$ 

12.80 

$ 

688.45 

5 

$ 

92.635 

$ 

81.16 

$ 

11.47 

$ 

607.29 

6 

$ 

92.635 

$ 

82.51 

$ 

10.12 

$ 

524.77 

7 

$ 

92.635 

$ 

83.89 

$ 

8.75 

$ 

440.89 

8 

$ 

92.635 

$ 

85.29 

$ 

7.35 

$ 

355.60 

9 

$ 

92.635 

$ 

86.71 

$ 

5.93 

$ 

268.89 

10 

$ 

92.635 

$ 

88.15 

$ 

4.48 

$ 

180.74 

11 

$ 

92.635 

$ 

89.62 

$ 

3.01 

$ 

91.12 

12 

$ 

92.635 

$ 

91.12 

$ 

1.52 

$ 

(0.00) 


• Fees and Other Service Charge: 

In addition to charging interest, many providers also charge fee on service when 
disbursing loans. Fees or service charges increase the financial costs of the loan for 
the borrower and increases the revenues for the provider. 

• Difference between Fees and Service Charges: 

Unlike service charges, fees are generally charged as a percentage of the initial loan 
amount and are collected upfront rather than over the term of the loan. 

• Effective Annual Rate of Return (EAR) / Effective Interest Rate: 

The total cost of a loan is often expressed as the effective interest rate. 

The effectiveness of interest refers to the inclusion of all direct financial costs of a 
loan. 

• Variables of microloans that influence the effective rate include the following: 

1. Nominal interest rate. 

2. Method of interest calculation 

3. Payment of interest rate at the beginning of loan or over the term of the loan. 

4. Service fees either upfront or over the term of the loan 

5. Compulsory saving 

6. Payment frequency 
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7. Loan term 

8. Loan amount 

• Ratios 


1. Profitability and Sustainability Ratios 

a. Operating Financial Self Sufficiency Ratio (OSS): 

- It's the most basic measurement of sustainability, indicating if revenues 
from operations are sufficient to cover all operating expenses. 

- OSS focuses on revenues and expenses from the MFI's core business, 
excluding non-operating revenues and donations. WHY? Because OSS 
reflects the MFI's ability to continue its operations if it receives no 
further subsidies. 

- Financial expense and impairment losses on loans are included in this 
calculation because they are normal (and significant) cost of operating. 

The breakeven point of an MFI's operations is 100%. 

Managers should consider the drivers behind OSS: 

i. Large loan sizes 

ii. High yield 

iii. Low financial expenses (efficient operations) 

Financial Revenue 

S = - 

Financial Expenses + Impairment on Loan Losses + Operating Expenses 

b. Return on Assets (ROA) 

- It indicates how well an MFI is managing its assets to optimize its 
profitability. 

- The ROA ratio includes not only the return on the portfolio, but also all 
the other revenue generated from investment and other operating 
activities. 

- Unlike ROE, this ratio measures profitability regardless of the 
institution's underlying funding structure; it does not discriminate 
against MFIs that are funded primarily through equity. 

- ROA is a good measure to compare commercial and non-commercial 

MFIs. In fact, non-commercial MFIs with low debt to equity ratios can 

often achieve higher ROA than their commercial counterparts. WHY? 

Because they have lower financial costs (i.e. taxes + interest payments) 

Net Operatinq Income — Taxes 

ROA = -f-^-—- 

Average Total Assets 

If Total Assets for the year before were not provided, use the following 
formula. 


ROA = 


Net Operating Income — Taxes 
Total Assets 
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Return on Equity (ROE) 

In a for profit MFI, ROE is the most important profitability indicator. It 
measures the MFI's ability to reward its shareholders' investments, build its 
equity base through retained earnings and raise additional equity 
investment. 

For a non-profit MFI, ROE indicates its ability to build equity through retained 
earnings, and increased equity enables MFI to leverage more financing to 
grow its portfolio. 

Some mature MFIs have achieved remarkably high ROEs exceeding those of 
banks. 

ROE tends to fluctuate more than ROA 

ROE is a good indicator of how the MFI has used retained earnings and donor 

money to become sustainable. 

Net Operatinq Income — Taxes 

ROE =- — --—-- 7 - 

Average Equity 

If Total Equity for the year before were not provided, use the following formula. 

Net Operating Income — Taxes 


ROE = 


Total Equity 


2. Asset/Liability Management Ratios: 

a. Yield on Gross Portfolio: Also called portfolio yield, this ratio measures how 
much the MFI actually received in cash the interest payments, fee and 
commissions from its clients during a period. 

This ratio is the initial indicator of an MFI's ability to generate cash for 
operations from the gross loan portfolio. 

Cash receipts from the gross loan portfolio are vital for an MFI's survival. 

As a cash measure, this indicator is distorted by neither unrealistic accrual or 
deferral policies nor by loan refinancing and other means of noncash 
payment. 

- Yield should not fluctuate significantly unless the MFI frequently 
changes its loan terms and conditions. 

- Managers should be careful when averaging or annualizing for the 
purpose of calculating the yield. 

- If an MFI's gross loan portfolio is growing quickly, a simple average may 
distort the calculation of the yield. Similarly, looking at the yield for a 
short period, such as a month, may distort the yield. 


Yield = 


cash recieved from interest, fees, and comissions on loan portfolio 

Average Gross Loan Portfolio 


2 nd TERM EXAM'S TILL HERE 
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b. Portfolio to Assets: An MFI's primary business is making loans and providing 
other financial services to micro-entrepreneurs. This ratio shows how well 
an MFI allocates its assets to its primary business, in most cases, its most 
profitable activity making loans. 

- This ratio is most valuable when observed monthly. 

- The gross loan portfolio can fluctuate dramatically month to month if 
the MFI experiences seasonal spikes in demand for loans. 

- The ratio could indicate the need for additional funding or be a sign of 
excess liquidity. 

- Portfolio to Assets depends on the; 

i. MFI's liquidity requirements 

ii. Its asset-liquidity management activities. 

- MFIs that rely heavily on savings to fund their portfolio tend to be more 
efficient at maintaining a high and steady Portfolio to Assets ratio. 

Gross Loan Portfolio 

Portfolio to Assets = - 

Assets 

c. Cost of Funds: This ratio gives a blended interest rate for all the MFI's 
average funding liabilities, deposits, and borrowings. The denominator does 
not include other liabilities, such as Accounts Payable or a mortgage loan. 
When compared to (R4), it reveals how the cost of funding the Gross Loan 
Portfolio with borrowings relates to the Yield on the Gross Loan Portfolio. 
This relationship is the key element of successful interest rate management. 

Financial institutions strive to minimize Cost of Funds and maximize 
Yield. Ideally, a low Cost of Funds results from an MFI gaining access to 
Deposits and /or Borrowings at a reasonable cost because depositors and 
lenders considered it creditworthy. The more creditworthy the MFI, the 
lower the cost will be. Several reasons exist for why an institution may 
achieve a low Cost of Funds, however, not all of which are healthy for the 
institution's long-term growth. For others. Cost of Funds could be quite low 
because the MFI has access to subsidized borrowings. 

The Cost of Funds depends on the market and will therefore vary by 
country and also by institutional type and legal status. A manager needs to 
monitor the MFI's Cost of Funds frequently. Perhaps the most valuable use 
of the ratio is to compare it with (R4), Yield on Gross Portfolio. Managers 
should seek to maintain a sufficient financial spread between the Cost of 
Funds and Yield. 

Financial Expense on Funding Liabilities 

Cost of Funds = —--- : ----- : -- 

(Average Deposits + Average Borrowings) 
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d. Debt to Equity: Debt/ Equity, a common measurement of an MFI's capital 
adequacy, indicates the safety cushion the institution has to absorb losses 
before creditors are at risk. It also shows how well the MFI is able to leverage 
its Equity to increase assets through borrowing and is frequently called the 
Leverage ratio. This ratio is usually important for investors and lender. 

The Debt/Equity ratio is a stock ratio, capturing a single moment in 
time. It can fluctuate daily and should be monitored as frequently as possible 
by MFIs that are highly leveraged. Managers may also consider looking at 
the average Debt/Equity over a period of time to get a clearer picture of the 
risk. Deposit-taking MFIs and saving-based organizations will usually have 
higher ratios than non-commercial MFIs. In many environments, 
Debt/Equity levels may be limited by local regulations or indirectly 
controlled through borrowing restrictions. 

Monitoring Debt/Equity alone is insufficient for MFI managers. Other 
common indicators include Equity/Assets or Equity/Risk-adjusted Assets, 
which are common banking measures of capital adequacy. The Equity 
Multiplier (Assets/Equity) is an easy ratio to assess the MFI's leverage 
because it shows how the MFI has used its equity to grow its assets by taking 
on debt. None of these Debt/Equity ratios reveal, however, whether the 
terms and conditions of the MFI's debt are appropriate for the institution's 
asset base. For management purposes, a manager may also construct tables 
to monitor the maturities and cost of its debt and monitor any significant 
difference between the maturity and yield of its assets. 

Liabilities 

Debt to Equity = - 

Equity 

e. Write-off Ratio: The Write-off Ratio indicates the past quality of the Gross 
Loan Portfolio. Write-offs are the greatest threat to an MFI because they 
result in a reduction in the MFI's assets and its current and future earning 
potential. A high ratio may indicate a problem in the MFI's collection efforts. 
Write-offs are an accounting device to remove persistently delinquent loans 
from the books; this ratio is highly dependent on an MFI's write-off policy. 
Managers should monitor this ratio as frequently as write-offs are made. An 
MFI should disclose its write-off policy, which should be clearly defined, 
followed, and monitored by the board. An MFI's write-offs should be 
minimal, however; most MFI's write-off ratios are remarkably low. 

The Write-off Ratio is based on the Average Gross Loan Portfolio because 
Write-offs are usually recorded throughout a period. An aggressive write-off 
policy reduces the PAR Ratio. For this reason, the PAR Ratio and Write-off 


21 | P a g e 



Lecture Notes of Micro Finance with Dr. Majd Iskandrani (2018-2019) 

Raito should be viewed together. An aggressive write-off policy should be 
accompanied by strong loan recovery efforts. 

Value of Loans Written Off 

Write — off Ratio — -------—— 

Average Gross Loan PortfoLio 

SUMMARY OF THE RATIOS: 

• Portfolio to Assets: The Portfolio to Assets ratio is a simple ratio that looks at how much 
of the MFI's asset base is invested in a high performing loan portfolio. It is 
recommended that this ratio be monitored monthly. Fluctuations may be due to 
seasonal activity or rigid operational patterns (e.g. "batch" lending). The ratio can also 
signal excess liquidity 

Formula: Gross Loan portfolio/ total assets 

• Cost of Funds: This ratio gives a blended interest rate for all the MFI's average funding 
liabilities, deposits and borrowings. The denominator does not include other liabilities 
such as account payable and mortgage loans. Financial institution strives to minimize 
cost of funds and maximize yield. 

Formula: Financial expense on funding liabilities/ (average deposits +average borrowing) 

• Debt to Equity: A common measurement of an MFI's capital adequacy, indicates the 
safety cushion the institution has to absorb losses before creditors are at risk. This ratio 
is so called leverage ratio. Moreover, it is a stock ratio, capturing a single moment time. 
It can fluctuate daily and should be monitored as frequently as possible by MFI's that 
are highly leveraged. 

Formula: Total liabilities /Total Equity 

• Write - off ratio: Indicates the past quality of the gross loan portfolio. Write off are the 
greatest threat to an MFI because they result in a reduction in the MFI's assets and its 
current and future earning potential. A high ratio may indicate a problem in the MFI's 
collection period. 

Formula: value of loan written off/ average gross loan portfolio 

Products offer coverage to low income household and poor people or to individual who 
have little saving and it is designed for low valued assets and provide compensation for 
health and death. 

• For lower valued assets (premiums are lower than insurance plans) 

• Microfinance insurance is based on the concept of risk pooling. 

• What is Risk Pooling? 
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It's a method applied by insurance providers as a risk management tool. Under risk 
Pooling method, companies brought together to form a pool which can provide 
protection against unexpected risk. 

• What are the objectives of microinsurance programs? 

Microinsurance programs have to balance these objectives: 

1. Provide coverage to meet the needs of target population (i.e. poor people). 

2. Minimize the operating costs of the provider (i.e. MFI) 

3. Minimize the price for the clients to enhance affordability. 

• What are the options that need consideration when designing a microinsurance product? 

1. Determinants of microinsurance product design (e.g. packaging in terms of 
options) 

a. Will the insurance be offered to group or individual? 

- Types of microinsurance 

o Group Insurance (more guaranteed) 
o Individual Insurance 

b. Will it be compulsory or voluntary? 

c. What are the coverage terms? 

- Higher coverage leads to higher costs 

d. How the premiums will be collected? (within the terms, at the beginning or 
end of the term) 

e. How the benefits will be paid? 

i) Group Insurance Advantages 

o Less premium (the law of large numbers, or economies of scale) 
o Less cost to the provider and clients 

o Easy to make claims, because of low cost and the lower compensation 
o Reduce adverse selection 

■ The main reason for the group insurance is to 
reduce/minimize adverse selection (i.e. hidden 
information that leads to information asymmetry). It's 
done by (i) limiting coverage by reducing claims, and (ii) 
Increasing premiums . 

ii) Individual Insurance Disadvantages 
o Higher Underwriting costs 

o Higher Claims 
o Higher Premiums 
o Higher Coverage 
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Products of Insurance 

• Group Insurance 

• Individual Insurance 

• Voluntary Insurance 

• Mandatory Insurance 


Compulsory Insurance (Mandatory Insurance): 

Refers to a situation in which an organization requires all of its clients to buy 
insurance for loyalty. This is the most common type of insurance . 

• Why compulsory Insurance is the common type of microinsurance? 

1. Compulsory insurance enables insurers to reach scale; (claims level), which 
increases the accuracy of predicting future claims. 

2. Economies of scale: Reducing cost due to higher numbers of clients and lower 
underwriting cost. 

3. Improves claims ratios due to accuracy in claims prediction (eliminating fraud). 

• Disadvantages of Compulsory Insurance: 

1. People are buying the service (insurance) which they may not want. 

2. Distribution system of compulsory insurance ignores the information provided by 
clients, (lead to adverse selection and moral hazard.) 

To overcome these disadvantages, insurance provider can combine both compulsory 

and voluntary insurance by making the insurance compulsory depending on the type 

of coverage. 

• Microinsurance Policy Terms, its Advantage, and clients' preference: 

- Most of the microinsurance policies are short term (1 year). 

- The advantage of this from the provider's perspective is the (less claims) 
and the predictability of risks are better. 

- However, the clients do prefer the long-term contracts. 

• Types of Insurance: 

1. Life Insurance: Contract that provider agrees to pay a sum of money for the 
beneficiary (or beneficiaries) in the case of sudden death, critical illness or 
permanent disability. Life insurance is the most demanded one compared to the 
other types. 

2. Health Insurance: Funeral Insurance s type of health insurance—deals with the 
coverage of funeral costs according to predetermined life insurance policy. One of 
the main reasons of buying a health insurance policy is that medical costs are highly 
expensive. It is provided to low income households in developing countries. 
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3. Property Insurance: Insurance on fixed assets (e.g. houses, stores, physical assets, 
machines, equipment etc.) 

4. Agricultural Insurance: Insurance on farms, lands, agricultural equipment. 

Box 11.1 Key Insurance Terms 

• Actuary: A person who calculates insurance and annuity premiums, reserves, and 
dividends. 

• Adverse selection: The tendency of higher-risk individuals to seek out more insurance 
coverage, on average, in anticipation of a greater probability of experiencing the insured 
event(s). 

• Agent: An insurance company representative who solicits, negotiates, or effects 
insurance contracts, and provides service to the policyholder for the insurer, usually for 
a commission on the premium payments. 

• Basis risk: The chance that an insurance pay-out does not match the loss experienced by 
the policyholder. This is a particular concern with index insurance, which pays out based 
on a measurable indicator, such as too much or too little rain, but that indicator may or 
may not correlate well with the policyholders' actual losses. 

• Beneficiary: The person or financial instrument (for example, a trust fund), named in the 
policy as the recipient of insurance money if an insured event occurs. 

• Benefits: The amount payable by the insurer to a claimant or beneficiary after the 
occurrence of the insured event. 

• Capitation: Method of payment whereby a physician or hospital is paid a fixed amount 
for each person in a particular plan regardless of the frequency or type of service 
provided. 

• Claim: A request for payment of a loss that may come under the terms of an insurance 
contract. 

• Claim verification: The process whereby the micro insurer verifies, and processes claims 
for pay-outs. 

• Co-payment: Mechanism used by insurers to share risk with policyholders and reduce 
moral hazard, which establishes a formula for dividing the payment of losses between 
the insurer and the policyholder. For example, a co-payment arrangement might require 
a policyholder to pay 30 percent of all losses while the insurer covers the remainder. 

• Covariant risk: The tendency for either: 

1. Many households to be affected by a risk at the same time, or 

2. Several risks to consistently occur together. 

• Coverage: The scope of protection provided under a contract of insurance, and any of 
several risks covered by a policy. 
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• Deductible (or excess): Mechanism used by insurers to share risk with policyholders and 
reduce moral hazard, which establishes an amount or percentage that a policyholder 
agrees to pay, per claim or insured event, toward the total amount of an insured loss. 

• Endowment: Life insurance payable to the policyholder if living, on the maturity date 
stated in the policy, or to a beneficiary if the insured dies before that date. 

• Lapse: The termination or discontinuance of an insurance policy due to non-payment of 
a premium. 

• Moral hazard: A risk that arises when people with insurance engage in more dangerous 
behaviours or use more services because they know they are protected. An example 
might include failing to take preventative health care measures or making unnecessary 
visits to a doctor. 

• Pre-existing conditions: These are health conditions that are often excluded by insurance 
policies as a means of controlling adverse selection. To control for this, insurance 
programs may require a health check-up before enrolment, or ask prospective 
policyholders to answer a health questionnaire. 

• Premium: The sum paid by a policyholder to keep an insurance policy in force. 

• Rider: An amendment to an insurance policy that modifies the policy by expanding or 
restricting its benefits or excluding certain conditions from coverage. 

• Risk pooling: The spreading of losses incurred by a few over a larger group, so that in the 
process, each individual group member's losses are limited to the average loss (premium 
payments) rather than the potentially larger actual loss that might be sustained by an 
individual. Risk pooling effectively disperses losses incurred by a few over a larger group. 

• Self-administration: Maintenance of all records and assumption of responsibility by a 
group policyholder for those covered under its health insurance plan. Responsibilities 
include preparing the premium statement for each payment date and submitting it with 
a payment to the insurer. The insurance company, in most instances, has the contractual 
prerogative to audit the policyholders' records. An alternative is third-party 
administration, whereby a specialized company performs the administrative function. 

• Underwriter: 

1. A company that receives the premiums and accepts responsibility for the fulfilment 
of the policy contract. 

2. The company employee who decides whether or not the company should assume 
a particular risk; or 

3. The agent that sells the policy. 

• Waiting period: The period whereby policyholders cannot access certain benefits for some time 
after they enrol. A waiting period has essentially the same effect as excluding pre-existing 
conditions except the insurer does not have to incur the claims verification costs. 
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